The international tax landscape is changing and it is changing fast. The political perception is that taxation of multinational enterprises is not aligned with the 'economic activity' that produces their profits (i.e. not aligned with 'value creation'). The perception links 'value creation' with 'employees and sales'. In the BEPS Project of the OECD, the OECD attempts to combat base erosion and profit shifting and to align taxation with value creation. In this article, the authors discuss the impact they expect BEPS to have on tax advisory and tax planning. The focus goes to BEPS Actions 7, 8-10 and 13. By maintaining the separate entity approach under BEPS for the taxation of multinationals, has the OECD been forced to 'stretch' existing rules beyond their limits? Will the created uncertainty lead to a shift from 'aggressive tax planning' by multinationals to 'aggressive tax collection' by tax administrations? Will the role of tax advisory change from advising on the lowest possible effective tax rate to a broader advice including risk appetite and public expectations?
Introduction

Background
The international tax landscape is changing and it is changing fast. 1 In 2013, the OECD and G20 countries adopted a 15-point Action Plan to address Base Erosion and Profit Shifting (BEPS). 2 the international tax system to tackle tax avoidance. 3 In 2014, the Fiat, Apple and Starbucks cases showed that the European Commission started to actively use state aid rules to combat tax avoidance. 4 On 30 August 2016 the European Commission concluded that Ireland granted Apple tax advantages amounting to EUR 13 billion. 5 There is no doubt that the changing tax landscape influences tax advisory and tax planning. In this article we discuss the impact of these changes on the role of tax planning and tax advisory already existing and for the future. By maintaining the separate entity approach under BEPS for the taxation of multinationals, has the OECD been forced to 'stretch' existing rules beyond their limits? Will the created uncertainty lead to a shift from 'aggressive tax planning' by multinationals to 'aggressive tax collection' by tax administrations? Will the role of tax advisory change from advising on the lowest possible effective tax rate to a broader advice including risk appetite and public expectations?
Research Question
In this article we answer the following question:
As tax practitioners, which impact do we expect from BEPS on the role of tax structuring and tax advisory of MNEs?
The political perception is that taxation of multinational enterprises (MNEs) is not aligned with the 'economic activity' that produces their profits (i.e. not aligned with 'value creation). 6 The perception links 'value creation' with 'employees, assets, and sales'. 7 BEPS Action 7 (Preventing the artificial avoidance of permanent establishment status) 8 and Actions 8-10 (Aligning transfer pricing outcomes with value creation) 9 attempt to address this issue. Therefore, our focus goes to these topics. Actions 8-10 are expected to have a big impact because they change the fundamentals underlying the arm's length principle and have direct impact without the need of further implementation. 10 Although Action 7 requires implementation through tax treaties (or the multilateral instrument), 11 we expect a substantial impact because it lowers the threshold of taxable presence in a country. 12 In a globalising world where decision-making is not centralised in one location but spread across the globe, many MNEs will be faced with (dis- cussions about) the presence of permanent establishments. 13 Action 13 (Transfer pricing documentation and country-by-country reporting) 14 have the biggest impact on tax structuring and tax advisory will give tax administrations full insight into the transfer pricing strategies of MNEs, forcing them to have defendable tax structures and responding quickly to BEPS. We also expect that Action 6 (Preventing the granting of treaty benefits in inappropriate circumstances) 15 will have a big impact, since it denies treaty benefits in many situations where such benefits are currently available. Based on our areas of expertise, we left this element open for further research. The expected consequences specifically related to Action 6 require further investigation.
To answer the research question, we first discuss the proposed measures of BEPS Actions 7, 8-10 and 13 and the consequences we expect these measures to have on tax advisory and tax structuring. We then discuss three issues of international corporate taxation that BEPS does not address.
2 Expected consequences of BEPS 2.1 Introduction In this section we explain which consequences we expect from the outcomes of the implementation of the BEPS in the international corporation tax systems of countries. Before being able to do so, it is necessary to briefly describe the proposed measures of BEPS, which we expect to have the biggest impact. As described in Section 1.2, this concerns Actions 8-10, Action 7 and Action 13. For these Actions, we will first describe the most important observations and we will then describe the consequences we expect from these observations.
Actions 8-10
Aligning Transfer Pricing Outcomes with Value
Creation The arm's length principle is used by countries as the cornerstone of transfer pricing rules. 16 The OECD provides guidance on the interpretation of the arm's length principle in the OECD Transfer Pricing Guidelines (OECD Guidelines). 17 In its effort to combat BEPS, the OECD was of the view that the guidance on the arm's length principle needed to be clarified and strengthened. 18 Actions 8-10 give the 'clarification' proposed by the OECD and focuses on intangibles, risks and re-characterisation of transactions. 19
Most Important Observations in Relation to Actions 8-10
We deem the following observations to be the most important conclusions of Actions 8-10: 1. Actions 8-10 stretch the arm's length principle beyond its boundaries by putting economic concepts of what third parties should do according to economic theories above what third parties actually do; 2. Actions 8-10 imply that contracts are irrelevant, which stretches arm's length principle to the extent that it almost resembles a formulary apportionment based on functionality; 3. Actions 8-10 use vague concepts to draw conclusions.
Below we explain where Actions 8-10 implicitly or explicitly draw these conclusions. Subsequently we will explain which consequences this has on the tax planning of MNEs.
•
Ad 1. Actions 8-10 stretch the arm's length principle by putting economic concepts of what third parties should do according to economic theories above what third parties actually do Although a more fundamental solution to tackle BEPS is in our view preferred (see Section 3), the OECD intends to maintain the arm's length principle as cornerstone for transfer pricing rules. 20 Nonetheless, the OECD acknowledges that under existing interpretations of the arm's length principle, it may provide opportunities for base erosion and profit shifting. 21 Actions 8-10 are presented as a clarification of how the arm's length principle should be interpreted. 22 But Actions 8-10 go further than that. As we will demonstrate below, the 'clarification' of the arm's length principle given by the OECD stretches the arm's length principle beyond its historic meaning by shifting from looking at what independent entities actually do to what independent entities should do according to economic theory. To demonstrate this, we go back to the basics of the arm's length principle and look at the wording of Article 9(1) of the OECD Model Convention (OECD Model): an enterprise of a Contracting State and an enterprise of the other Contracting State, and in either case conditions are made or imposed between the two enterprises in their commercial or financial relations which differ from those which would be made between independent enterprises, then any profits which would, but for those conditions, have accrued to one of the enterprises, but, by reason of those conditions, have not so accrued, may be included in the profits of that enterprise and taxed accordingly. (emphasis added; HvD and PL)
It follows from the wording of Article 9(1) that a comparison should be drawn with the conditions made or imposed between independent enterprises. As such, one complies with the arm's length principle if one acts as independent enterprises also do. where the arrangements made in relation to the transaction, viewed in their totality, differ from those which would have been adopted by independent enterprises behaving in a commercially rational manner in comparable circumstances.' 23 It follows from this statement that the OECD does not simply require that related companies act in line with arrangements that would have been adopted by independent enterprises, but that it adds the criterion of commercial rationality to the arm's length principle: the OECD intends to look at what independent enterprise would do if they would act in a commercially rational manner.
What independent enterprises would do if they acted in a commercially rational manner differs from what independent enterprises actually do. Nobel Prize winner Daniel Kahneman has shown that, in reality, the assumption of rational economic decision-making is false. 24 The examples given by Kahneman show that irrational decision-making is very common. A group of 200 respondents were asked the following:
Imagine that you have decided to see a play and paid the admission price of $ 10 per ticket. As you enter the theatre, you discover that you have lost the ticket. Would you pay $ 10 for another ticket?
46% of the respondents answered with yes, 54% with no. Then a group of 183 respondents were asked the following:
Imagine that you have decided to see a play and paid the admission price of $ 10 per ticket. As you enter the theatre, you discover that you have lost a $ 10 bill. Would you pay $ 10 for a ticket to the play?
88% of the respondents answered with yes, 12% with no. Although the outcome of both scenarios is identical, the respondents gave different answers. As follows from this example and many other examples given by Kahneman, human behaviour is subject to limited rationality. 25 It does therefore not fit within the arm's length principle to require full rationality in intragroup transactions where third party transactions are characterised by limited rationality.
Example 2. Requirement to analyse all options realistically available Another topic where Actions 8-10 replace actual behaviour of independent enterprises with economic concepts of what independent enterprises should do according to economic theory is the requirement to always choose the 'best option realistically available'. Actions 8-10 state that Independent enterprises, when evaluating the terms of a potential transaction, will compare the transaction to the other options realistically available to them, and they will only enter into the transaction if they see no alternative that offers a clearly more attractive opportunity to meet their commercial objectives. 26 In reality, people will more readily choose the option that is 'good enough' rather than the best option out of those available. 27 Human beings make their economic decisions mainly on the basis of heuristics (rules of thumb) and not on the basis of well-considered choices between all of the options available. By requiring to choose the best option out of all options realistically available, the OECD deviates from actual human behaviour.
In conclusion, human behaviour is marked by limited rationality and opportunism. It would therefore be inappropriate to impose economic concepts on transactions between associated enterprises where (the board members of) independent enterprises do not follow these economic concepts. The arm's length principle's purpose is to allocate the right to tax the profits that an MNE actually makes and not to enable tax authorities to tax profits that an associated enterprise could have made if it behaved according to certain prescriptive economic theories. 28 • Ad 2. OECD implies that contractual arrangements are irrelevant, which stretches arm's length principle to the extent that it almost resembles a formulary apportionment based on functionality Under the arm's length principle, transactions are priced taking into account functions performed, assets owned and risks assumed. 29 Actions 8-10 give an interesting interpretation of how to allocate risks and assets. With regard to risks assumed, Actions 8-10 state that risks contractually assumed by a party that cannot in fact exercise meaningful and specifically defined control over the risks, or does not have the financial capacity to assume the risks, will be allocated to the party that does exercise such control and does have the financial capacity to assume the risks. 30 The OECD developed a step plan to determine to which entity it deems to assume the risks for the purpose of a transfer pricing analysis. This is not necessarily the entity that contractually incurs the risks. On the contrary, under BEPS 8-10 contractual arrangements seem to have become irrelevant. The OECD developed the following step plan to allocate risks for the purpose of a transfer pricing analysis: 31 1. Identify economically significant risks with specificity; 2. Determine how the risks are contractually assumed by the enterprises under the terms of the transaction; 3. Determine through a functional analysis how the associated enterprises that are parties to the transaction operate in relation to assumption and management of the specific, economically significant risks, and in particular which enterprise or enterprises perform control functions and risk mitigation functions, which enterprise or enterprises encounter upside or downside consequences of risk outcomes, and which enterprise or enterprises have the financial capacity to assume the risk; 4. Steps 2-3 will have identified information relating to the assumption and management of risks in the controlled transaction. The next step is to interpret the information and determine whether the contractual assumption of risk is consistent with the conduct of the associated enterprises and other facts of the case by analysing (i) whether the associated enterprises follow the contractual terms […]; and (ii) whether the party assuming risk, as analysed under (i), exercises control over the risk and has the financial capacity to assume the risk 5. Where the party assuming risk under steps 1-4(i) does not control the risk or does not have the financial capacity to assume the risk, apply the guidance on allocating risk. The guidance on allocating risk refers to functions (see below). In other words: step 3 prevails over step 2. 6. The actual transaction as accurately delineated by considering the evidence of all the economically relevant characteristics of the transaction […], should then be priced taking into account the financial and other consequences of risk assumption, as appropriately allocated, and appropriately compensating risk management functions.
The step plan does not explicitly state that contractual arrangements are irrelevant:
Step 2 states that the contractual arrangements should be reviewed as part of the analysis. That contracts are considered irrelevant follows from the remainder of the step plan. If step 2 is not consistent with step 3, step 3 prevails. As such, step 3 always determines allocation of risk. Under step 3, there are three elements that determine risk allocation: (i) who performs and controls functions in relation to the risk, (ii) who encounters the upsides and downsides of the risk and (iii) who has the financial capability to assume the risk. The first element clearly ignores contractual arrangements. At first sight, the second and third element seem to depend on contractual arrangements. A closer look at the guidance of Actions 8-10 shows that this is only an illusion. Hafkenscheid has demonstrated that the questions of who encounters the upsides and downsides of the risk and who has the financial capability to assume the risk, are linked to functionality in Actions 8-10. 32 In summary, this follows from paragraphs 1.85 and 1.103 of Actions 8-10. Paragraph 1.85 together with 1.103 concludes that a company (Company A) that is the legal owner of an asset, but does lack capability to decide on whether to invest in the particular asset, and whether and how to protect its investment including whether to dispose of the asset, is only entitled to a risk-free return on its investment:
Company A does not have control over the economically significant risks associated with the investment in and exploitation of the asset, and those risks should be aligned with control of those risks by Companies B and C. The functional contribution of Company A is limited to providing financing for an amount equating to the cost of the asset that enables the asset to be created and exploited by Companies B and C. However, the functional analysis also provides evidence that Company A has no capability and authority to control the risk of investing in a financial asset. Company A does not have the capability to make decisions to take on or decline the financing opportunity, or the capability to make decisions on whether and how to respond to the risks associated with the financing opportunity. Company A does not perform functions to evaluate the financing opportunity, does not consider the appropriate risk premium and other issues to determine the appropriate pricing of the financing opportunity, and does not evaluate the appropriate protection of its financial investment.
[…] Company A would not be entitled to any more than a risk-free return as an appropriate measure of the profits it is entitled to retain, since it lacks the capability to control the risk associated with investing in a riskier financial asset. The risk will be allocated to the enterprise which has control and the financial capacity to assume the risk associated with the financial asset.
The OECD uses a similar reasoning with regard to ownership of intangible assets. Paragraph 6.35 of the OECD's Transfer Pricing Guidelines states that legal rights and contractual arrangements form the starting point for any transfer pricing analysis involving intangibles. 33 One would again expect that this means that contractual arrangements are considered relevant. However, Actions 8-10 continue by stating that 'while determining legal ownership and contractual arrangements is an important first step in the analysis, these determinations are separate and distinct from the question of remuneration under the arm's length principle'. 34 The contractual right to exploit an intangible does not -according to the OECD -give any right to retain returns on the intangible. The legal owner of intangibles is only entitled to all returns derived from the exploitation of the intangibles, if it performs all the functions related to the development, enhancement, maintenance, protection and exploitation (DEMPE) of the intangibles. 35 If the legal owner neither controls nor performs these so-called DEMPE functions, the legal owner would not be entitled to any ongoing benefit attributable to the outsourced functions. The OECD ignores that in third party transactions, the owner of an asset is often entitled to the returns on that asset, even without having the aforementioned capabilities. In third party transactions, the return depends on the scarcity of the asset.
As an example, one can think of the owner of capital that hires an asset manager to invest its capital. The asset manager has the capability to decide on whether to invest in a particular asset, and whether to dispose of the asset. Would the owner of the asset be merely entitled to a risk free return on its capital, while the asset manager retains all remaining results? Another example concerns the image rights of famous football players. One would not expect the football player to perform the functions related to the exploitation of the rights itself, but to hire an agent to perform these functions on a commission basis. From the observations above, it can be concluded that under BEPS Actions 8-10, a functional analysis taking into account functions performed, assets used and risks assumed still forms the basis of a transfer pricing analysis. However, the assumption of risks and the ownership of assets follows the functions performed in relation to the risks and assets. As a consequence, with Actions 8-10 the OECD reduced the traditional functional anal- ysis from an analysis of functions, assets and risks, to merely an analysis of functions. By focusing the functional analysis only on functions performed, the OECD does not follow economic principles of how profits are divided between factors contributing to the profit. Economics is the study of how people choose to allocate their scarce resources. 36 It is therefore remarkable that the OECD guidance does not take into account the scarcity of the various factors contributing to profit when stating that most emphasis is to be put on functions. Actions 8-10 ignore the basic principles of economics by only allocating value to functions instead of looking at the scarcity of all production factors (see also Section 3.1). 37 All in all, while pretending to maintain the arm's length principle as leading principle for transfer pricing, the OECD stretches the interpretation of the arm's length principle to the extent that it almost resembles a formulary apportionment based on functionality.
That the OECD implies that contracts are irrelevant in a functional analysis, does not mean that the importance of concluding intercompany agreements decreases. On the contrary, as we will explain in Section 2.2.3, concluding intercompany agreements has become even more important than before.
• Ad 3. The OECD uses vague concepts to draw conclusions Examples of vague concepts Actions 8-10 use vague concepts to explain how in the view of the OECD the arm's length principle should be interpreted. An important example is the primacy of the 'actual conduct' of the parties in a transaction over the contractual relationship as proposed in paragraph 1. 88. 38 In practice, the actual conduct of people deviates substantially from what they should be doing based on, for example, job descriptions and management reporting lines. In practice, whom of the employees in an MNE makes the actual decisions is driven by various circumstances, such as personal impact or the informal power of a staff member, which person of the staff has invented an idea, who has the capacity, capability, energy and spirit to put that idea into practice. The result thereof is that taking the 'actual conduct' of parties as starting point (i) makes it practically impossible to draw conclusions on who is doing what as this differs all the time, and (ii) potentially leads to random outcomes and thus windfall profit allocations. In many situations it will be impossible to 'trace' all steps in the invention of a successful idea, let alone how the decisions about implementing an idea are actually made. To avoid the impracticalities of looking at actual conduct of people, people invented the use of contracts as a means of establishing relations between parties. Deviating from such contractual relations and requiring that profit be allocated based on actual conduct creates uncertainty and the risk of diverging conclusions on what the 'actual conduct' of parties has been. Another example is the guidance that is given regarding synergy benefits. Actions 8-10 state that 'if important group synergies exist and can be attributed to deliberate concerted group actions, the benefits of such synergies should generally be shared by members of the group in proportion to their contribution to the creation of the synergy.' (emphasis added) 39 The notion of 'deliberate concerted group actions' is sufficiently vague to create discussions on whether a certain synergy benefit is caused by such deliberate concerted group action. For example, are synergy benefits derived from centralising production in one plant deliberate concerted group actions? The benefit that a group member obtains by being able to borrow at more favourable conditions by reason of having a credit rating that is higher than it would be if it was unaffiliated, is apparently not considered to be attributable to deliberate concerted actions: following the OECD Guidelines such a benefit is allocated to the group member attracting the financing and is not shared between the members of the group contributing to the higher credit rating. 40 But also in cases whether it is clear that there have been deliberate concerted group actions, Actions 8-10 only indicate that the synergies created by this actions should 'generally be shared among members of the group'. This implies that there are exceptions to the main rule. Our personal experience as tax practitioners is that the extraordinary cases are the main source of discussions with tax authorities, but no guidance is provided in Actions 8-10 on cases that deviate from what 'generally' happens.
Deviating interpretation by different countries
The goals that different OECD countries want to realise with BEPS are not aligned. Especially the goals of the US and the European Union seem to deviate. In an interview with BNA, the US Deputy Assistant Treasury Secretary for International Tax Policy Robert Stack indicates that some countries were concerned that the rules on risk, capital and control were previously not clear, and therefore felt the need to re-characterise transactions, but that the US managed to establish that the rules on re-characterisation have not materially changed. Mr Stack indicates that it is still the intention of the US that contracts are respected: 'we spend a lot of time trying to build up the notion that if there is a contract and tax authorities are able to see that parties act in accordance with the contract, they respect the real deal'. 41 This differs from the conclusion that Actions 8-10 intend to focus on functions, not on contracts. Interpretation differences with non-OECD countries will remain in place. 42 An important example is the application of the arm's length principle to 'location benefits'. Non-OECD countries such as China (even though participating in BEPS) are known to have deviating views on location benefits from most OECD countries. 43 China applies a broad concept of location benefits, which includes for example the general preference of Chinese consumers for foreign automotive brands. 44 China may take the position that the additional sales realised as a result of this preference are taxable in China, while OECD countries may claim that these additional profits originate from the ownership of the brand name. 45 While the OECD countries in this example focus at the 'supply side' of profit generation, China focusses more on the demand side (revenue). 46
Consequences
We expect that stretching the arm's length principle, ignoring contracts and using vague concepts has consequences for (i) tax structuring, and (ii) tax advisory.
• Ad (i) Tax structuring More disputes with tax authorities Provoked by the ambiguous guidance on how associated enterprises should price their transactions in order to comply with the arm's length principle and feeling supported by public opinion, some tax authorities will be tempted to argue that more profits should be allocated to them. 47 Not being able to enforce or rely on unambiguous and consistent guidance, and keeping in mind the deviation of the OECD Guidelines from actual behaviour of independent enterprises, many uncertainties will arise for MNEs.
Shift of functions away from high-tax countries
We expect that MNEs will be reluctant to allocate large profits to empty cash boxes (including IP companies), knowing that they will be confronted with disputes with tax authorities feeling supported by the OECD guidance. Refrained from using empty cash boxes, MNEs would be tempted to -notwithstanding the lack of business needs -centralise functions (potentially to tax friendly locations) to reduce the uncertainty of how different countries will interpret the arm's length principle. As discussed in Section 3.2, corporation tax is already considered to be among the most distorting taxes. Triggering MNEs to 'artificially' centralise functions 42. There are several differences between the approach of the United Nations and the OECD, see United Nations, in tax friendly locations might hamper business and trigger relocation of jobs, harming the economy.
Reduced value of the OECD Guidelines
The interpretation of Actions 8-10 deviates from economic reality and uses vague concepts such as 'actual conduct'. Stretching the arm's length principle beyond its limits in this way diminishes the value the OECD guidelines traditionally have had in the practical application of the arm's length principle. Tax courts in various jurisdictions will perceive the ambiguous guidance that does not conform to economic reality as a less reliable source of information for resolving tax disputes. This effect is strengthened by the limited democratic foundation of the OECD Guidelines. In many countries, the OECD Guidelines are merely recommendations of an intergovernmental organisation. 48
New tax planning opportunities The diminishing authority will lead to differences in interpretation and application of the arm's length principle between jurisdictions, leading to more instead of less opportunities to exploit differences between countries. Tax courts in some countries may fully apply the new OECD Guidance, while tax courts in other countries may maintain a more strict interpretation of the arm's length principle. This inevitably creates disparities in the interpretation of the arm's length principle, causing undesirable tax planning opportunities for MNEs. Different goals and interpretations by different countries create mismatches in the interpretation of the arm's length principle. New tax planning opportunities arise on which no common knowledge has yet been developed.
• Ad (ii) Tax advisory Advice more intragroup agreements The more opportunistic behaviour of tax authorities will lead to more disputes between MNEs and tax authorities. In addition, not being able to rely on unambiguous and consistent guidance will force MNEs to thoroughly document the reasons for all their transactions and the arguments why the price of the transaction is arm's length to be prepared for potential discussions. Although in the reasoning of Actions 8-10 contracts are irrelevant for the determination of an arm's length remuneration, MNEs will be impelled to conclude intragroup contracts to formally document and leave no doubt about the roles and responsibilities of each party in a transaction. This will be helpful in defending the roles and responsibilities of the parties in court against claims that the roles and responsibilities were different based on actual conduct.
Broader advisory role towards taxpayers Our personal expectation as tax practitioners is that tax advisers will be more involved in advising clients on 48. See also R. Luja, 'Fiscale rulings en staatssteun', Nederlands Juristenblad 14 (2015), at 870.
conscious decision-making and awareness when it comes to tax planning. We refer to Section 3.3 for guidance on creating awareness of MNEs attitude towards tax planning.
More critical role towards positions taken by tax authorities As stated above, some tax authorities will be tempted to argue that more profits should be allocated to them provoked by the ambiguous guidance on how associated enterprises should price their transactions. In our personal observations as tax practitioners, the new OECD guidance has already been accepted by some advisers as the only correct interpretation of the arm's length principle. In our view, it is the role of the tax adviser to critically analyse the positions taken by tax authorities and not simply accept positions taken by tax authorities (also ex ante) as the 'truth'.
BEPS Action 7
2.3.1 Lowering the Threshold for Taxable Presence Under Article 7 of the OECD Model Convention, business profits of foreign enterprises are only taxable in a country if the foreign enterprise has a PE in that country to which the profit is attributable. Article 5 of the OECD Model Convention contains a definition of permanent establishment. Action 7 attempts to prevent the artificial avoidance of permanent establishments by changing this definition in the Model Convention. Currently, Article 5(5) OECD Model Convention states that where a person habitually uses the authority in a contracting state to conclude contracts in the name of a foreign enterprise, that foreign enterprise shall be deemed to have a PE in that state. As such, Article 5(5) depends on the formal conclusion of contracts in the name of the foreign enterprise. By arranging that the commissionaire does not have such an authority, the foreign enterprise can avoid having taxable presence in the other country. Action 7 proposes to change the definition of permanent establishment in three areas: commissionaire arrangement, the exception for auxiliary activities and splitting up contracts to avoid PE status. 49 We expect most impact from the proposals regarding commissionaire arrangements. Action 7 proposes to lower the threshold of a permanent establishment by extending the definition of the deemed permanent establishment to persons habitually concluding contracts that are to be performed by the enterprise, or habitually playing the principal role leading to the conclusion of such contracts which are routinely concluded without material modification by the enterprise. The OECD notes that common tax avoidance strategies use commissionaire arrangements to shift profits out of the country where the sales take place, without a substantive change in the functions performed in that country (but with a change of risks reducing the arm's length 49. See Action 7 Report, above n. 3, at 9-11. remuneration). In line with Actions 8-10, 50 Action 7 thus attempts to align profit allocation with value creation (whereby value creation is interpreted as people functions). 51 Unlike Actions 8-10, Action 7 does not ignore contractual allocation of risk, but creates taxable presence of the entity that contractually assumes the risk in the country where the sales are made. 52 Based on Action 7 a PE will be deemed to exist where an agent plays an important role in the conclusion of contracts between the principal and the customers.
Most Important Observations in Relation to
Action 7 If and when implemented, MNEs using commissionaire arrangements may be confronted with PEs of their principal company in the commissionaire states. Although Action 7 uses commissionaire arrangements as a primary example, we expect that it will have a broader impact than only commissionaire structures. In each situation where decisions that bind legal entities, or decisions that play an important role in binding legal entities, are made outside of the country of residence of a legal entity, the extended PE definition may trigger discussions about the presence of a PE. Decisions that bind legal entities, or decisions that play an important role in binding legal entities, were historically often made by the local management of the respective legal entity. For efficiency reasons, there is trend that not all relevant capabilities to make business decisions are present in each separate affiliate (see Section 3.1). Instead, legal entities will use capabilities available elsewhere in the group to assist in decision-making. This process is facilitated by a globalising world that offers flexibility in where people perform their functions. As a result, we more and more see that involvement in decision-making that binds a legal entity is spread across various countries. Having decision-making taking place in various countries leads to an increased risk of discussions on the presence of PEs, an increased risk of discussions on the attribution of profits to permanent establishments, and the potential obligation to file (multiple) tax returns in the PE countries.
Consequences
•
Tax structuring In our practice we observe that Action 7 is creating substantial uncertainties for MNEs. We see a trend that being 'in control' is becoming more important for MNEs. Certainty is often considered more important than low taxation. The question arises how MNEs will manage the uncertainties created by Action 7. Centralised decision-making in the country where a legal entity is located would decrease the risk created by Action 7. However, this would not be in line with the business-driven development of having relevant capabilities for decision-making spread across various locations. Another more likely scenario is that MNEs will avoid discussions with tax authorities by proactively claiming taxable presence in a country. We expect that MNEs will prefer to work with one legal entity with permanent establishments in each country where it formerly operated through a legal entity. This reduces discussions about the presence of PEs of various legal entities, and reduces the taxable presence in each country to one legal entity. As tax practitioners, we also see MNEs considering filing 'zero profit PE filings' in various countries to reduce the risk of fines. This effect is strengthened when combined with Actions 8-10. Historically, a benefit of using a legal entity instead of a permanent establishment was that for the allocation of profits to a legal entity, the functional analysis takes into account functions performed, assets used and risks assumed. This allows MNEs to influence profit allocation through (contractual) allocation of assets and risks. For the profit allocation to PEs, the OECD states that there is no single part of the enterprise that legally owns assets and assumes risk. 53 As a solution, assets and risks are allocated to that part of the enterprise that performs the significant people functions related to the asset/risk. 54 As explained in Section 2.2.1, Actions 8-10 claim that also for legal entities, contractual relationships should be considered in view of functions performed. The difference between profit allocation to legal entities and that to PEs has therefore -at least according to the OECD -substantially been reduced. This contributes to the expected tendency of moving towards PE structures.
Tax advisory For tax advisers we expect an important role in assisting MNEs to be in control. In our observations as tax practitioners, to be in control in an uncertain tax environment does not necessarily require certainty on all tax positions taken, but does require full insight and transparent communication about the risks involved for the 53. OECD, Report on the attribution of profits to permanent establishments (2010), available at <www. oecd. org/ ctp/ transfer -pricing/ 45689524. pdf> (last visited 20 June 2017), at 14. 54. Lacking agreements between a head office and a PE, only functions remain. We would like to note that this may not be true for entities with legal personality that qualify as a PE because they are treated as transparent entities for tax purposes.
positions taken and the alternatives, and documented reasons for accepting the risks. We refer to Section 3.3 for guidance on creating awareness of MNEs' attitude towards tax planning.
BEPS Action 13
2.4.1 New Documentation Requirements Another part of the BEPS Action Plan we expect to have a big impact is Action 13. 55 Action 13 contains a revised Chapter V of the OECD Guidelines dealing with transfer pricing documentation. 56 The revised guidance requires MNEs to provide tax authorities with high-level information regarding their global business operations and transfer pricing policies in a Master File. In addition, it requires that detailed transactional transfer pricing documentation is provided in a Local File specific to each country, identifying material-related party transactions, the amounts involved in those transactions and the company's analysis of the transfer pricing determinations they have made with regard to those transactions. Very large MNEs are further required to file a Country-by-Country Report that will provide for each tax jurisdiction in which they do business the amount of revenue, profit before income tax, income tax paid and accrued, number of employees, stated capital, retained earnings and tangible assets. 57 The OECD distinguishes three objectives of the new transfer pricing documentation: 58 1. To ensure taxpayers give appropriate consideration to transfer pricing requirements. 2. To provide tax administrations with the information needed to conduct a transfer pricing assessment. 3. To provide tax administrations with useful information to employ in conducting an audit of the transfer pricing practices of taxpayers. 
Most Important Observations in Relation to
Action 13 Action 13 puts a substantial administrative burden on MNEs. 60 In our view, the information that needs to be included in the Master File and Country-by-Country report is in principle available within each MNE. 61 For example, the Master File should include a description of the MNE's important drivers of business profits, the supply chain of the five largest products by turnover and how the MNE is financed. 62 The same applies to the Country-by-Country report, which requires mainly financial input such as revenues, income tax paid and stated capital. To accommodate the complaints of MNEs, the documentation obligations have built in a certain flexibility for taxpayers to choose which information will be included in the documentation. For example, the Country-by-Country report can be based on data from consolidation reporting packages, statutory financial statements, regulatory financial statements or internal management accounts, as long as the choice is made consistently. The guidance on the Master File states that taxpayers should use prudent business judgement in determining the appropriate level of detail for the information supplied, which also gives certain freedom to MNEs. Although the OECD made some efforts to reduce the administrative burden for MNEs, 63 the administrative burden could in our view have been reduced more by better guidance.
• FTEs In the Country-by-Country report, there are ambiguous terms that make the completion of the report difficult. There are also requirements to include information that is not available. For example, an MNE should report the total number of employees on a full-time basis. There are MNEs whose accounting software only show the total number of employees, not the full-time equivalent. FTE is equal to (a) the number of total scheduled person hours divided by (b) the number of hours per week of a full-time employee. The number of hours per week of a full-time employee differs between countries (e.g. India 48 hours, the Netherlands 40 hours). No further guidance is provided on how to interpret the term FTE.
• Joint Ventures More practical problems arise where the taxpayer is a joint venture that is included in the consolidation of one of the joint venture partners. 64 Action 13 would in such case require that the joint venture company keeps a copy of the Master File in its administration, even though it may contain classified information that the joint venture partner may not avail of.
•
Interpretation of the term 'products' Another example is that the Master File should contain a description of the supply chain for the MNE's five largest products or service offerings. 65 There is no explanation as to what the word 'product' means. A simple example. Are the iPhone 6 and the iPhone 7 different products? Is an iPhone 7 with 128GB a different product that the one with 256GB? The guidance gives MNEs the right to use prudent business judgement in determining the appropriate level of detail for the information supplied, which gives some flexibility. Nonetheless, MNEs may be faced with different requirements in different countries. Where certain countries may only accept the Master File if choice A is made, other countries may only accept choice B.
Consequences
(i) Tax structuring Contribution to identify tax avoidance and aggressive tax planning We expect that the documentation requirements of Action 13 will form a large contribution to the ability of tax authorities to identify tax avoidance and aggressive tax planning. With more insight into tax structures, tax authorities will be able to more efficiently identify and challenge abuse. From the Country-by-Country report, tax authorities will be able to gain insight into the division of profits between countries, the taxation of these profits and the ratios that they deem relevant to assess the justification of the division of profits (see graph on next page). With the Master File and Local File to complement the Country-by-Country data, tax authorities will be able to quickly verify whether the local entities of the MNE entered into transactions with the 'suspicious' jurisdictions.
Conformism: More pressure to act in accordance with 'expectations' of tax authorities 66 With the knowledge that tax administrations worldwide will have an insight into the division and taxation of profits within the MNE, we believe MNEs will be encouraged to more than ever ensure that its tax structures are in line not only with all applicable tax legislation, but also with the expectations of the tax authorities. In addition, MNEs are encouraged to have transfer pricing documentation available that not only meets the bare minimum legal requirements, but that also answers questions that tax authorities are expected to have when reviewing the documentation. Another potential benefit of the increased transparency is that not only MNEs will be encouraged to improve their behaviour, also jurisdictions themselves may change their policy. Countries often coming up as a 'suspicious' jurisdiction in Country-by-Country reports may -under peer pressure -decide to change legislation to give a better picture in Country-by-Country reports. 67
Conformism: Pressure to work with 'standard' structures In our experience as tax practitioners, tax authorities are more likely to challenge tax structures that are not set up in accordance with 'standard market practice'. A transfer pricing system that does not fit within the picture of how transfer pricing systems generally work risks being subject to questions of tax authorities. Many MNEs set up a transfer pricing system with one central entrepreneur, while the other entities perform 'routine' activities (e.g. contract manufacturers and limited risk distributors). MNEs who do not fit within this 'template', for example MNEs who give a high level of independence to local entities, are more likely to be subject to questions of tax authorities when presented with their transfer pricing documentation. 68 . See e.g. European Commission, above n. 6. In this press release the following was said, which can lead to arbitrary taxation: 'In fact, the tax treatment in Ireland enabled Apple to avoid taxation on almost all profits generated by sales of Apple products in the entire EU Single Market. This is due to Apple's decision to record all sales in Ireland rather than in the countries where the products were sold. This structure is however outside the remit of EU state aid control. If other countries were to require Apple to pay more tax on profits of the two companies over the same period under their national taxation rules, this would reduce the amount to be recovered by Ireland.'
The OECD blacklist lists non-cooperative jurisdictions, and most jurisdic
(ii) Tax advisory Substantial administrative burden and more compliance work The expected preference of MNEs to have thorough transfer pricing documentation combined with the fact that the legal requirements are far from clear, puts a substantial administrative burden on MNEs and forces them to either set up internal specialised transfer pricing documentation teams or to hire specialised tax advisors to assist in preparing the transfer pricing documentation, meaning more compliance work for tax advisers, and red tape for MNEs.
Accepting 'incorrect' audit adjustments In our observations as tax practitioners, currently many companies accept 'incorrect' audit adjustments as the risks and costs of challenging the adjustments through litigation and/or mutual agreement or arbitration proceedings simply are too high. 69 These companies often don't seek a corresponding adjustment in other countries to avoid endangering the consistent application of a transfer pricing system. If all information is shared between tax authorities, audit adjustments that deviate from the transfer pricing system consistently applied by an MNE might reduce the chances of 'smooth' dispute resolution in other countries. For the public, these numbers at the least raise the question how effective the corporation tax system (in Europe) is. Politicians perceive it as easy to -within one MNE -shift profits to low-tax jurisdictions -either by transferring 'real activities' (i.e. functions) or merely ownership of assets and risks -and/or to 'erode' the tax base with deductible royalty or interest payments. 72 The question arises is whether the BEPS measures are the best way to improve fairness in international taxation. Instead of implementing the BEPS measures, De Wilde, for instance, advocates a more fundamental reconsideration of the sustainability of the tax system as a whole. 73 In his recent thesis on the existing model of international corporate taxation, he states:
The current model of corporate taxation finds its origins in the 1920s. It well suited the economic realities of the early days of international trade and commerce; the times when international business primarily revolved around bulk trade and bricks-and-mortar industries. But those days are long gone. Globalisation, European integration, the rise of multinational enterprises, e-commerce, and intangible assets have changed the world considerably. These developments have caused the model to operate inconsistently with the economic reality of today. Corporate taxation and economic reality are no longer aligned. The model is ill-suited to current market realities. As a result multinational business decisions are distorted by tax considerations. The arbitrage may work to the benefit or detriment of nationally and internationally active firms. It also seems to put pressure on nation state corporate tax revenue levels. This may lead to spill-over effects and welfare losses at the end of the day. Matters seem to worsen in today's increasingly globalizing economy. 74 …corporate entities are typically subject to corporation tax on an individual basis under the separate entity approach. This approach is generally upheld in the event that these taxable entities belong to an integrated group. However, in reality multinational groups of companies do not operate in a segregated manner. They operate in concert as a functionally integrated economic entity with a common objective of profit-optimisation. 75 The core problem is that Actions 8-10 maintain the separate entity approach, in which each entity of an MNE is taxed separately, instead of taxing the MNE as a whole. 76 Historically, each legal entity in an MNE generally had local capabilities for decision-making relevant for that entity. We see a development of having relevant capabilities for decision-making spread across various locations. For efficiency reasons, there is trend that not all relevant capabilities to make business decisions are present in each separate affiliate. Instead, legal entities use capabilities available elsewhere in the group to assist in decision-making. 77 This process is facilitated by a globalising world that offers flexibility in where people perform their functions (e.g. videoconference, the cloud, regular traveling, etc.). For example sales entities don't need local experts anymore for functions other than sales (like accounting, corporate governance, finance, etc.). These functions are performed at one or more other locations. As another example, it is often difficult to find qualified people to form the board. In addition, the 'responsible people' for a specific task within an MNE change rapidly, often also to different countries. The highest ranked European marketing manager might be located in a different country than his predecessor. As a result, we more and more see that involvement in decision-making that binds a legal entity is spread across various countries. We see that an MNE is often artificially dividend into individual entities to meet local law requirements. Therefore, taxing legal entities instead of MNEs does no longer fit within current business reality. Actions 8-10 do not address the fundamental problems underlying the tax system, but instead try to 'fix' alleged abuses that are caused by the system, by proposing 'solutions' that still don't fit within the reality of the current international business practice. "Basically all tax jurisdictions attempt to geographically localise business activities and the business income produced. The purpose is to ensure that business income generated within the territory of the taxing state is taxed by that state." 78 As noted above, the political perception is that taxation of multinational enterprises is not aligned with the economic activity that produces their profits (i.e. not aligned with 'value creation'). The perception is that value creation is for the main part attributable to sales and to employees. Actions 8-10 and Action 7 try to address this issue. 79 Actions 8-10 seem to claim that under the arm's length principle, functions (i.e. employees) determine where profits should be allocated. Action 7 tries to align taxation with sales by creating taxable presence of foreign legal entities in the country where the sales (or other decisions) are made. But value creation is not necessarily attributable to sales and employees. Empirical research even shows that labour should play little if any role in allocating taxing rights; any causality link between labour costs and profit-making seems absent. 80 Identifying where value is generated is a fundamental problem of conventional corporation taxes in an international setting. 81 Value creation is an economic question, the result of supply and demand in the market. Economics is the study of how people choose to allocate their scarce resources. 82 The price for each resource that contributes to the profit is determined by demand and supply. 83 Capital and IP might be scarce resources 'creating value'. 84 In addition to looking at this 'supply side' of profit generation, the demand side (revenue) should be considered. 85 By maintaining the traditional transfer pricing question of which economic activities create which profits, the OECD continues supporting substantial profit attribution to mobile production factors such as capital and IP, which can relatively easily be shifted legally to tax friendly locations. If the OECD wanted to tax profits based on sales and employees, it should step away from the traditional transfer pricing question of which economic activities create which profits, and instead impose a tax based on the factors sales and employees.
Corporation Tax Is among the Most
Distorting Taxes At the time that MNEs paid low taxes in the countries where their products were sold (for high prices), citizens faced economic recession and governments faced high deficits after the economic crisis that started in 2008. 86 In this light it is understandable that governments may be attracted to tax corporate profits. Voters generally perceive such taxes as being borne by companies or their wealthy owners and see it as a 'justified' way to increase tax revenues without hurting the public. With the public opinion on tax avoidance in mind, it was a small step for governments to try to increase tax revenue by combatting BEPS. However, the tendency towards levying corporation tax might be unjustified. As noted by the Mirrlees review in 2011, 'perhaps the most important point to keep in mind when considering company taxation is that it is not meaningful to think about the effects of taxes on companies separately from the effects of those taxes on the individuals associated with companies' (such as the owners, employees, customers, etc.). 87 Imposing a tax that is statutory borne by companies does not automatically mean that the economic burden of such tax is also borne by those companies (or its shareholders). 88 Through product pricing and wages, it could very well be borne by the customers or employees of the company. Who eventually bears the 'effective incidence' of a corporation tax is difficult, if not impossible, to predict. It depends on 'the form of the corporate tax, the nature of the economy in which it is levied, and the choices open to the firms on which it is imposed'. 89 But some direction can be given, it seems at least. Recent empirical studies have demonstrated that an increase of corporation tax is to a large extent borne by the workforce through lower wages. 90 In addition, corporation taxes are considered to be among the most distorting taxes. 91 Taken into account this observation and the expectation that corporation taxes are in the end to a large extent borne by the workforce, it could very well be that employees would be better off if their wages or expenses would be taxed directly. 92
The Responsibility of Paying a 'Fair Share'
In international taxation, the responsibility to determine which country may tax which profits when MNEs do business in more than one country is laid in the hands of MNEs. This has been done by continuing with the arm's length principle (Article 9 of the OECD Model Convention). Any alternative would increase the risk of double taxation or would require an alternative allocation system. Apparently, early in the BEPS discussions the participating countries have not been able to agree on how to divide income from taxation on worldwide profits themselves in an alternative way, for example by treating an MNE as one taxpayer that pays taxes on its worldwide income in one country. 93 This country then divides the tax income between all countries in which the MNE is active. Such a solution requires international tax coordination of an unprecedented level, and a willingness of countries to give up their sovereignty in taxation (like the CCCTB). 94 More importantly, this requires countries to make a division of profits with which they all agree. Countries have not been able to come to such an agreement and made MNEs responsible to divide profits between countries. May it be expected from an MNE that it divides profits in such a way that all countries are 'happy' with their share? 95 The responsibility to divide profits gives MNEs the freedom to arrange their transfer pricing in such a way that total taxation is lowest, while they still comply with local legislation in each country. The question arises whether -besides a legal obligation to pay tax -there is also a 'moral obligation' to pay tax if the law allows to reduce taxation to a minimum. In this regard, the observation of the US Judge Learned Hand is famous:
Anyone may arrange his affairs so that his taxes shall be as low as possible; he is not bound to choose that pattern which best pays the treasury. There is not even a patriotic duty to increase one's taxes. 96 Over and over again the Courts have said that there is nothing sinister in so arranging affairs as to keep taxes as low as possible. Everyone does it, rich and poor alike and all do right, for nobody owes any public duty to pay more than the law demands: taxes are enforced exactions, not voluntary contributions. To demand more in the name of morals is mere cant. 97 Following this conclusion, countries cannot rely on the moral duty of MNEs to pay more tax than required by law. In our view, MNEs may voluntarily pay more taxes than law requires, but may also take on a different attitude. The attitudes towards taxation can be distinguished as in the table above. 98 In view of the observation of the US Judge Learned Hand stated above, 99 MNEs may in our view choose any attitude with a minimum of legalism. In our observations as tax practitioners, we see a shift from legalism to conformism. Legalism and to a lesser extent conformism allow for tax optimisation. If countries do not want to run the risk that certain profits remain low taxed, they should divide the profits themselves. With the choice of making tax payers responsible for dividing profits, countries shifted the risk of double taxation to tax payers, but also the risk of double non-taxation. For the future of tax advisory, we see an important role for tax advisers to create awareness of the potential attitudes and to match the tax advice that is given to clients to the selected attitude. The role of tax advisory shifts from advising MNEs on the lowest possible effective tax rate to a broader advise including risks, risk appetite and public expectations.
Conclusions
Politics perceives taxation of MNEs as not aligned with the economic activity that produces their profits (i.e. not aligned with 'value creation'). In this perception, value creation is for the main part attributable to sales and to employees. But value creation is not necessarily attributable to sales and employees. Value creation is an economic question, the result of supply and demand in the market. In BEPS Actions 8-10, the OECD maintains the traditional transfer pricing question of which economic activities create which profits. Thereby, the OECD keeps the risk alive that substantial profits are attributable to mobile scarce production factors such as capital, which can relatively easily be shifted to tax friendly locations. If the OECD wanted to tax profits based on sales and employees, it should step away from the traditional transfer pricing question of which economic activities create which profits, and instead impose a tax based on factors that are less mobile (e.g. sales and employees). As the proposed solution is not fully aligned with the underlying intentions of politicians, many uncertainties arise. How will this impact tax structuring and tax advisory?
We expect the following consequences: -Actions 8-10 combat existing tax planning opportunities for MNEs, but does so in a way that it creates more disputes with tax authorities, a shift of functions away from high tax countries, a diminishing value of the OECD Transfer Pricing Guidelines and new tax planning opportunities. As such, Actions 8-10 may not be the best way to reduce 'aggressive tax planning'. -Tax planning will focus more on tax beneficial structures in which the business set-up runs parallel with the tax structure. We expect the use of empty cash boxes (e.g. intellectual property (IP) companies) to reduce, knowing that tax authorities will challenge such structures. The IP will be relocated to locations with the relevant substance to manage the IP, while the arm's length principle, notwithstanding the changes of Actions 8-10, is expected to leave sufficient opportunities to keep the tax benefits. -Tax advisers need to take a more critical role towards positions taken by tax authorities and not automatically accept their positions as the 'truth'. Some tax authorities will be tempted to argue that more profits should be allocated to them provoked by the ambiguous guidance on how associated enterprises should price their transactions We fear that this will lead to more 'aggressive tax collection' by tax administrations. -For the future of tax advisory, we see an important role for tax advisers to create awareness of the potential attitudes of clients towards tax structuring and to match the tax advice that is given with the selected attitude. The role of tax advisory shift from advising MNEs on the lowest possible effective tax rate to a broader advise including risks, risk appetite and public expectations. -MNEs will avoid discussions with tax authorities by proactively claiming taxable presence in a country. In our observations as tax practitioners, from a tax perspective MNEs will prefer working with one legal entity with permanent establishments in each country where it formerly operated through a legal entity, even though there are business reasons to use separate entities. This reduces discussions about the presence of PEs of various legal entities, and reduces the taxable presence in each country to one legal entity. -Action 13 will contribute to identify tax avoidance and aggressive tax planning, it will put more pressure to act in accordance with 'expectations' of tax authorities and to work with 'standard' structures, it will create a substantial administrative burden and more compliance work, and in our observations as tax prac-titioners, it will tempt MNEs to accept 'incorrect' audit adjustments to avoid having to deviate from a consistently applied transfer pricing system.
